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PROCEEDLNGS

MR. DIAL: Once again, for those of you who've just cone
in within the last few m nutes, | apol ogize that we didn't
start exactly at 1:30, but G eg Kuserk from our division of
econom ¢ analysis, as | told the other fol ks, got up way
bef ore breakfast this norning and flew fromBaltinore to San
Franci sco and then they del ayed his shuttle over, and he
hadn't had anything to eat except airplane food, so | told him
to grab a quick sandw ch, because | didn't know how stout your
guestions were going to be. So we wanted Greg to be fully
fortified.

As al ways, |'m delighted to have the opportunity to
participate in the m d-year neeting of the National
Cattl enen's Beef Association. | was visiting with Debbie when
we cane in here to check the equiprment, and | renmarked that
|"ve seen a trenendous amount of changes as well as all of you
inthis roomsince | first joined. It was then the Anmerican
National Cattlenen's Association back in the '60's. And it's
all to your credit and the | eadership of many of you in this
room

| need to tell you at the very beginning that the views
that I'm going to express are those of nmy own and do not
necessarily reflect those of the Comvpdity Futures Trading
Comm ssion or its staff.

As the schedule indicated, this is an open public
nmeeting, held by the Commodity Futures Tradi ng Commi ssion for
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t he purpose of bringing new information concerning agriculture
trade options, nore specifically the ban or prohibition that
CFTC has on agriculture trade options, and a forumfor you to
ask questions and to express your points of view. It is being
recorded, as you have observed, and we'll take these tapes
back to Washi ngton and nake a transcript of it, so your
comments will be included in the public record that the

Conmmi ssion wi Il review

"' m Comm ssioner Joe Dial of the Commpdity Futures
Tradi ng Comm ssion. |'mjoined today by Greg Kuserk of the
Comm ssi ons' Division of Econom ¢ Analysis. Once again, on
behal f of the Commpdity Futures Trading Comm ssion, |I'd |ike
to thank the NCBA for providing the opportunity for this open
public forum on agricultural trade options.

As you may know, on June 9, 1997, the Conmi ssion
publ i shed an advance notice of proposed rul emaki ng concerning
the current prohibition on agricultural trade options. The
advance notice posed a nunber of questions relating to whether
t he Comm ssion should lift its prohibition on agricultural
trade options, and if so, under what conditions. As part of
its consideration of this issue, the Conm ssion held open
meetings in Bloom ngton, Illinois on July 10 and Menphis,
Tennessee on July 16, 1997. This was a precedent-setting
activity on the part of the Conm ssion because all five

conm ssi oners attended both of these open hearings.
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In light of the particularly high level of interest in
this issue by various segnents of agriculture and the direct
i npact this decision could have on producers, the Comm ssion
hel d those regional nmeetings to give those nost affected by
this issue an opportunity to address the Conm ssion directly.

For this sane reason, | was happy to accept NCBA's invitation
to participate in this open public forumto allow cattl enmen
and ot her nmenbers of the public an opportunity to ask
guestions and express their views on this inportant topic.

As was the case with the open neetings in Bl ooni ngton and
Mermphi s, a transcript of this nmeeting will be included in the
public comrent file on the advance notice of proposed
rul emaki ng. While the public comment period officially closed
on July 24, 1 would note that the Conm ssion routinely
considers all comrents received prior to the tine it actually
makes its decision on such proposals, and | assure you that
the comments arising fromthis forumw |l receive the sane
consideration as those fromthe other two earlier foruns.

At this point, I'd like to set the stage and provi de some
general background on agricultural trade options by sharing
with you the explanatory opening statenent that CFTC
Chai r person Brooksl ey Born presented at the opening of the
Bl oom ngton and Menphis neeti ngs.

Generally, commdity options nust be traded on a
desi gnat ed futures exchange. One exception to this general
rule permts trade options to be traded off-exchange. Trade
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options, thus, are off-exchange options offered to a
commercial entity where the transaction is for a business-

rel ated purpose. Such off-exchange trade options are
prohibited in certain specified agricultural commodities.
These include wheat, cotton, rice, corn, soybeans and

i vestock. Many, but not all, of the agricultural commodities
subject to the prohibition on off-exchange trade options are

t he subject of futures and options contracts that are actively
traded on futures exchanges.

The Comm ssion previously has exam ned whether to nodify
t he prohibition on agricultural trade options and deci ded, as
a matter of fact back in 1992, to retain the prohibition.
However, the Commi ssion has received a nunmber of requests to
take a fresh ook at the issue from several agriculture-
rel ated organi zati ons. These requests are prem sed on the
belief that once fully inplenented, recent changes to Federal
prograns relating to agricultural price supports and price
stabilization will increase the need for innovative nethods of
risk shifting and price protection and that trade options my
of fer one such tool.

The Comm ssion has begun this process of review ng the
agricultural trade option prohibition in response to those
requests. Representatives of a broad cross section of
agricultural interests and of the futures industry, as well as
academ cs, considered this issue at a public round table
hosted by the Conm ssion. Many of the round table
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partici pants expressed varying |levels of support for relaxing
t he prohibition on agricultural trade options. Sone

partici pants, however, still expressed reservations over the
wi sdom of |ifting the prohibition. Subsequently, the

Comm ssion directed its staff to study the issue and to report
its findings. That public round table was held on Decenber
19, 1995.

On May 14 of this year, the Comm ssion's Division of
Econonmi ¢ Anal ysis forwarded to the Commi ssion for its --
excuse ne. The Conm ssion's Division of Econom ¢ Anal ysis
forwarded to the Commi ssion its study. The study describes
t he possible increased need for risk managenent by those
engaged in agriculture resulting fromrecent changes to
governnment prograns relating to agriculture. |In addition, it
identifies the potential benefits of agricultural trade
options, their potential risk, and a nunmber of possible
regulatory restrictions to address those ri sks.

The division's primary recomendati on was that the
Comm ssi on shoul d consider whether to lift the prohibition
subj ect to appropriate conditions. Based upon the division's
anal ysis and recomendati ons, the Comm ssion published its
advance notice seeking comment in this issue. In publishing
t his advance notice of proposed rul enaking, the Comm ssion has
not thereby nade a decision to |lift the prohibition on
agricultural trade options. Rather, the Comm ssion has nerely
taken the step of opening the issue for debate. The
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Comm ssion will consider carefully the responses that it
receives before it decides whether or not to propose to lift
t he prohibition.

The Comm ssion takes seriously the advice and views
expressed by those affected by its rules. W're here today to
listen and learn fromyou so that we can make an informed
deci sion. OQur determ nation on whether to lift or nodify the
prohibition and if so, with what attendant regul atory
conditions, will take into consideration all of the views and
advi ce that we hear expressed at this nmeeting and submtted to
us in witten comments.

Of course, if based upon that record, the Commi ssion does
propose to lift or nmodify the prohibition, before any such
proposal were to beconme a final rule, it would be fully aired
and debated and woul d be subject of an additional period for
public comrent.

Wth that in mnd, | would like again to thank NCBA for
providing this forumand all of you for taking time to share
your know edge and experience with the Commi ssion. W greatly
depend upon the expertise of informed nmenbers of the public in
reachi ng our deci sions.

W will begin with a brief presentation by M. Kuserk on
the issues identified by the Conm ssion's Division of Econom c
Analysis in its staff study and some--not all, but sone--
exanpl es of agricultural trade options. After that, we'll
open up the floor for questions and comrents.

M LLER REPORTI NG CO., |NC
507 C STREET, N.E.

WASHI NGTON, D.C. 20002
(202) 546- 6666



G eg?

MR. KUSERK: Thank you, Commi ssioner Dial.

It is a pleasure to be here today, and for a while there,
| wasn't sure |'d be here at all.

VWhat |'d |like to do is hand out a coupl e of things.

Comm ssioner Dial referred to the advance notice of proposed
rul emaki ng, and I have sonme copies of those, and then | al so
have some copies of exanples that we'll discuss shortly here.
So let ne just hand these out first.

| guess we can kind of see that. Okay, as Comm ssi oner
Di al nentioned, the Division of Econom ¢ Analysis did a study
of policy alternatives relating to agricultural trade options
and other types of risk shifting contracts. The full study--
or part of the study is--actually an abridged version--is in
t he advance notice of proposed rul emaking. The full study is
avai l abl e over the internet if you have access to the internet
at the address there. It's listed right here. And | can give
that to any of you later if you'd like. You could also
contact the Comm ssion if you wanted to get a hard copy of the
st udy.

Before | go into summari zing the study and sone of the
results and things that we found there, what I'd like to do
first is go through some exanples of what an ag trade option
m ght | ook like, and |I've give you that in a hand-out. These-
-1 should caution you that these exanples--they're
hypot heti cal exanples; | would also say they're fairly sinple
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exanpl es of what an ag trade option m ght be. |[If you |ook at
trade options in other markets |ike netals or oil or in the
financial markets, you m ght see exanples of trade options
that are nuch nore conplicated with nuch nore conpl ex pay-outs
t han what we're going to discuss here.

So if we look at the first exanmple. The first exanple |
have is a put option between a feedlot and a packer. So, for
instance, in this case, on July 25, a feed |ot buys a put
option from a packer for 80,000 pounds of live cattle. The
option gives the feed lot the right, but not the obligation,
to sell 80,000 pounds of cattle for Decenber delivery to the
packer, and it sets a price of 72 cents per pound. Now for
that option, there'll be a 1.52 cents per pound charge which
is the option premium This would be a paynent that the feed
| ot would make to the packer at sone point. Now in this
option, the feed I ot can exercise the option at any tine
bef ore Decenber of 1997. |f he exercises the option before
that point, the contract would turn into a forward contract.

If he waits all the way to the end, it m ght becone |like a
spot type contract. |If he decides to exercise, he would
notify the packer of his intention, and at the tinme in
Decenber when the delivery time would be due, he would receive
the 72 cents per pound for this option--or for the cattle. |If
t he producer did not exercise the option before the exercise
date, the option would expire, and there would be no
obligation to deliver any cattle to the packer. But, the feed
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ot would still have to pay the packer the 1.52-cent charge
for the premum Now there may be different ways in which
that premum s charged; it could be that it's taken off the
price when the cattle's delivered, or it could be that there's
just a paynment that's nade up front or at the tinme the option
expires. That would be sonmething that would be up to the two
parties to the contract to decide how that paynment for that
prem um -when that paynent woul d take pl ace.

The second exanple of a trade option, in this case, would
be between a soybean producer and a bank. |In this case, what
we'd have is a cash settled option that would take place
bet ween t he producer and the bank. 1In this case on June 27,

t he producer buys this cash settled put option on 15,000
bushel s of soybeans fromthe bank. A put option usually gives
you the right to--it gives the purchaser the right to put the,
in this case, soybeans to the opposing party of the option, in
this case, the bank. But as | said, this is a cash settled
option, so there would be no actual delivery of soybeans; it
woul d be just settled in cash.

The way the option would work, it would be a cost of the
option to the producer of 11-3/4 cents per bushel, giving you
a total prem umof $1,726.50. |[If, on Novenber 1, the
settlenment price of soybeans for Novenmber delivery is bel ow
$6. 00 a bushel, the bank would pay the producer the difference
bet ween $6. 00 and the futures settlenment price. So for
exanpl e, on Novenber 1, if the Novenber futures contract
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settles at $5.20 per bushel, the bank pays the producer 80
cents a bushel for a total of $12,000. |If the price of
soybeans on Novenber 1 is greater than $6.00 per bushel, the
bank woul d pay nothing to the producer. Again, in this case,
t he producer who's the purchaser of the option, would al ways
have to make the paynment of the premumto the bank.

Ckay, the third exanple that illustrates a comerci al
entity buying a call option in order to cap the cost of an
input. In this case, we have the exanple of a cattle breeder
and a feed lot. On July 25, the feed lot buys a call option
froma breeder for 80,000 pounds of feeder cattle. The option
gives the feed lot the right to call for the October delivery
of 80, 000 pounds of feeder cattle fromthe breeder at a price
of 82 cents per pound. |If the futures price on Cctober 1 is
bel ow 82 cents a pound, the feed ot is under no obligation to
purchase cattle fromthe breeder; the feed |lot would be free
to go out and negotiate with any breeder for a | ower price
than the 82 cents a pound, and that would include the breeder
that he initially had the option contract with. Again,
there'd be a premuminvolved, in this case, it'd be a 2.3
cent per pound premium for a total of $1,840.00. So
basically, by using this type of option, the feed | ot knows
that it wouldn't pay nore than .82 cents a pound to acquire
the feeder cattle.

The fourth exanple that | have is an exanple that's
simlar to exanple three, except in this case we have a bank
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i nvol ved again. This case is between the feed |ot and the
bank. In the exanple |I have here, the feed ot is wishing to
hedge its cost of expected feed corn purchases, so it goes out
and buys a cash settled call option fromthe bank for 10, 000
bushel s of corn. The option requires the bank to pay the feed
ot the difference between the price of Decenmber '97 corn and
$2. 60 per bushel, if the price of the corn futures contract on
Decenmber 1 is above $2.60 a bushel. |[If the price is bel ow
$2.60, as with the other exanple involving the bank, there'd
be no paynent to the feed lot. The cost of the option would
be 10 cents per bushel for a total cost of $1,000. So in this
way, the feed lot, by entering into this type of option--if
the costs of corn go higher--he's going to be able to--this
opti on woul d be exercised, and he would receive a paynent to
of fset that higher feed cost that he'd have.

Exanpl e nunber five shows the sale of a call by a
producer. In the case of a producer buying a call, what
happens is that they set a ceiling on the price that would be
paid for the commpbdity that would be delivered. Now, in some
sense, that's typically not what a producer would like to do
to set a ceiling, but in this case, in exchange for setting
the ceiling on the cost of, in this case, corn, he would
receive the prem um paynent fromselling this option to the
elevator. So in this exanple, it's for 10,000 bushels of corn
at a price of $2.70 per bushel, less the basis, if the cornis
delivered. What would happen in this case is between a corn
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producer and an elevator--if the el evator chooses to exercise
the option, it would notify the producer of its intention to
exerci se; the elevator would receive the corn for $2.70 a
bushel. In this case, the premumwas 5.5 cents, so the
producer would receive the 5.5 cents per bushel--in this case,
it would be a total of $550.00--so the $550. 00 woul d be added
to the $2.70 a bushel that he would receive under the option.
Exanpl e nunber six. This exanple is an exanple of buying
a call on cottonseed. The reason | chose cottonseed here is
because cottonseed that doesn't--or actually, this is
cottonseed oil--cottonseed oil--0oh, it's not cottonseed. But
typically, cottonseed is a contract--that's not traded on an
exchange, so this is to give you an exanple of how somebody
m ght use sonething for a commodity where there are no
exchange alternatives. This case just shows an oil m Il that
buys a call option froma cotton ginner, gives the mll the
ri ght, but again not the obligation, to purchase 50 tons of

cottonseed at a price of $130 per ton. The option can be

exercised at any tine during the nmonth of Novenber. In return
for the option, the oil mll pays the ginner $3.55 for a total
of $177.50. In this case, | have the paynent bei ng made at

the time the option is entered into. Again, if the option is
not exercised, the seller of the option receives the prem um
and the option would expire worthless, then, for the oil mll.
The final exanple is what |'ve referred to here as a
revenue protection contract, and this is one area that we've
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heard a lot of interest in as far as why people would like to
see the ag option ban lifted. Because revenue protection
contracts are contracts that are not avail able on an exchange.
You do have yield contracts and futures contracts, which you
m ght be able to conbine to give you sone sort of revenue
protection, but you don't have a contract that you'd actually
be able to use directly to hedge revenues.

In this case, the producer is essentially buying a put
option on the revenue of corn production, and it's buying this
option, in this case | have, with a bank. The way this
contract would work is it would conbine--it would | ook at
yield, and it would | ook at |ike some USDA yield figures that
are released in conbination with the price to deternm ne a
certain revenue when you nultiply those two together to cone
up with a strike price. So in this case, |I've come up with
basically a strike price of $16,250; this would be for corn at
$2.50 per bushel for a yield of 130 acres per bushel tines 50
acres. So this would be for a set amount of acres. The
strike price is $16,250; the premium in this case, would be
$4.00 per acre, giving you a total prem um of $200.00. Now
the way to see whether the option is in the noney or would pay
of f would be to construct a table that shows vari ous
conbi nations of yield and price, so that you see, as the price
of the corn falls--from $2.70 down to $2.50 to $2.30--the
amount of the pay-out would increase; |ikew se, as yield
falls, looking at the table this way, the pay-out increases.
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But you have sonme conbi nations--for instance, a | ow price and
a high yield--where there would be no pay-out on this option.
So, in a sense, the option can go in and out of the noney
dependi ng upon yield or price--how the two of them conmbine to
give you a certain revenue. So that would be the exanple of a
revenue protection contract, and like |I said, in this case, it
woul d be with a bank, and the bank woul d sinply nake a paynent
then to the producer, depending upon where the final USDA
estimtes of yield and the price of futures for corn--where
t hey eventually wound up during the exercise period of the
contract.

So those are just sonme exanples of how different types of
options m ght be used by various parties.

VWhat |'d like to do nowis to go on and talk a little bit
about sone of the benefits that we identified in the study of
usi ng options.

The first benefit we identified was the variety of
sources that would be available to offer option instrunments.
Not ably, first handlers of commdities--people |like elevators.

When we' ve tal ked to people, we've found that a | ot of
producers would like to deal with their |ocal elevators; they
have ongoi ng busi ness relationships with thenm they know their
options, so that they feel that they're nore famliar with
t hese people and that they'd rather deal through them as

opposed to dealing on the exchange.
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Anot her source for option instrunents m ght be banks.
Banks al so ki nd of represent a natural business partner for
farmers, and because banks are often involved in | oans and are
interested in the risk nmanagenent that farmers are conducting,
this mght be a natural kind of fit for options to be offered
by banks, so that banks kind of know what kind of risk
managenent prograns the producers that they're lending to are
engagi ng in.

The ot her advantage of having a variety of sources is
that you nmay al so have ot her services that could be conbi ned
with option contracts--that an el evator or packers or feed
| ots or whonever night be able to offer to the counter-party
in these contracts.

Anot her advantage is greater hedging precision. People
woul d better be able to match the size of contracts; they
woul d be able to customze it in ternms of commodity grades,
| ocations; they would also be able to offer options on
commodities for which there are no exchange traded
instrunents. And finally, they m ght be able to conbine
options together to create things |like insurance-type
product s--revenue i nsurance-type products, or nmaybe the
si mul t aneous hedgi ng of inputs and outputs through a single
opti on.

Finally, there's financing flexibility. Wth an
exchange-traded instrument, prem uns, margins, things |ike
that have to be paid up front. Wth a trade option, that
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woul d be up to the parties to deci de how paynents woul d be
made. So it could be possible that, perhaps, the premumis
taken out of the price of a commodity once it's delivered, or
it my be able to be del ayed or sonething, so that there may
be some possibility of financing the option through the party
that's selling it.

Of course, with the benefits there also conme added risks
with trade options, and we've cited several that we think
deserve some consideration. The first risk that we see would
be an increased risk of fraud. This could be caused by
several reasons; one is the decentralized nature of the market
and the lack of a group that would oversee the tradi ng of
t hese options, such as an exchange or a self-regul atory
agency. Certainly, the Comm ssion would be there to | ook at
things like fraud, manipulation, things like that, but just
because of the decentralized nature of it and the Comm ssion's
resources, they certainly wouldn't be able to oversee this
mar ket |i ke you would have in the case of an exchange, where
you have sel f-regul atory organi zati on overseei ng the market.

You al so woul d have | ack of standardization. That neans
t hat one person's option could differ quite substantially from
anot her person's option, and it may be difficult to actually

j udge, you know, how a particular option then works, because

they're not standardized. |It's not easy to see, oh, well, so-
and-so's option works like that, well, mne may not work |ike
t hat because the terns aren't as standardized. It would also
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be--in association with that--there would be a | earning curve;
it would take a while, probably, before people kind of catch
on to the nuances of these contracts and what to expect from
t hem

Anot her risk that you have would be an increased credit
risk. Wth exchange-traded products, you have kind of a
pooling of risks through the clearinghouse. Wth off-exchange
or trade options, your credit risk depends on the other party;
if they're good for it, then the option's good. If they're
not, they're not. But you have to nake an assessnment of what
the credit worthiness is of the counter-party to the option.

You al so have an asymetrical risk between granters of
options and purchasers. Particularly, when the purchaser of
the option pays a prem um up-front, he then has to wait before
the seller of the option has to make good on his part, so that
when you go to exercise it, is the counter-party still going
to be there? O is he going to run off with your prem un? So
that's a concern, and the problemis that because of the
nmovenents in market prices, your counter-party may default as
time goes on, and prices nove against their position.

Anot her concern is operational risk, and associated wth
this is the internal controls. There's a question of how
sophi sticated the option vendors are, and whether or not
they're able to appropriately nmanage the risk of their ag

trade option positions. |If they're not managing that risk
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very well, then there's a concern that they may default on
contracts.

There's al so the question of who woul d oversee ri sk
managenent by these entities. Questions arise as to whether
or not elevators would be required to be audited--things |ike
that--to nake sure that they're maintaining sone type of
internal controls on their risks.

The final risk that we identified is something called
systemic risk. And that's a termthat's often used in the
swap markets, and in that case, they usually refer to the case
where one swap party nmay default to another; that causes that
party to default, and you kind of have a chain reaction
Well, you have that sanme type of risk with ag trade options,
and it can be particularly problematic because of kind of the-
-of what we refer to as rural econonies--which tend to be very
i sol ated, very dependent on agriculture. They' re not very
diversified. So that the problemis if you have an el evator
t hat goes down in a small town, that el evator may be connected
to quite a few other parties within the town, and you could
have some very severe consequences for these | ocal econon es

So that's a risk that would need to be considered, too.

So in looking at these risks, we also tried to identify
sone possible restrictions that woul d address these risks.

The first thing we | ooked at was the nature of the
parties. The thought being, if you can nmake sure that you
have a certain | evel of sophistication or education anong the
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parties that are entering into these transactions, that that
m ght decrease the chance of some of these other risks, you
know, com ng into play.

One potential restriction would be a size limtation on
the parties or a mninum size to the transaction. So, for
instance, if it was a limtation on the party, there m ght be
some kind of a net worth or some kind of neasure like that to
det erm ne whether a party would be allowed to enter into an
option or even for the offerers of options.

Anot her restriction could be a mninumsize of a
transaction. That's been a restriction that's actually been
used in--there are a couple of staff and Conmm ssion no-action
letters dealing with trade options, and there was a m ni num
size for the transactions, | think, on the order of a mllion
bushels or so. O course, the problemwth a restriction |ike
that is that you may |limt the availability of options to
smal | er parties who m ght find them nost useful.

A second approach would be to use sone kind of
registration, notification or |line of business requirenment for
option vendors. One cut would be to limt it to commerci al
enterprises within agriculture. 1In addition, there m ght be--
vendors m ght be able to offer options if they were regul at ed
by the state, such as a bank or insurance conpanies.

A third restriction we | ooked at was an education
requi renent, where there m ght be some education requirenent
ei ther on producers or vendors to participate in sone kind of
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course or sem nar or sonething on trade options before they
woul d be allowed to engage in them The problemw th this is
that it could be a very difficult programto inplement. As
far as the CFTC goes, there is no programin place at the
nmonment that could handle a | arge scal e education effort of
farmers. On the other hand, it could be done through private
parties, but again, there' d be problenms with nonitoring these
private parties and you always run the risk that educati onal
sem nars turn into marketing semnars and it becones
guestionable as to what kind of education m ght go on.

Anot her suggestion that we'd heard is that vendors should
be required to pass a Series 3 exam the same way as a broker
woul d need when they offer exchange traded products.

Ot her restrictions we | ooked at were on the instrunments
or their use. Commi ssioner Dial nmentioned that currently
trade options are options that are traded between comerci al
parties or with comercial parties and they're solely for
purposes related to its business as such. The question
beconmes, what would be a legitimte business rel ated purpose?

And whet her or not there would be restrictions on how a
producer or a feeder would be able to use options. For
exanpl e, one of the exanples | showed you showed the exanple
of a producer selling call options, and the question would be
whet her the sale of call options from producers is a
| egiti mate busi ness use of an option or not. That is
sonet hing that we'd need to consider, | think.
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Ot her things that we | ooked at as far as restricting
instrunents would be the size of the instrument conpared to
t he underlying cash commodity--whether or not people are
hedging two or three tinmes their production or not. And we'd
| ook at things like the expiration of the cash position. For
t hose of you who are famliar with hedged-to-arrive contracts,
one of the problens that came up there were the peopl e that
wer e hedged using a nearby futures price for production that
was not going to be delivered until future crop years. So
t here would be sonme, you know, |ooking at the tim ng of the
expiration of the contracts with the cash positions.

As | nmentioned, the issue of covered call witing. And
al so restrictions to ensure conpliance with the exenption.

For exampl e, bundling of options; you could bundle options to
| ook very nmuch like a futures contract, and that would be an

i ssue of how you woul d distinguish between packages of options
and other restrictions on the sale of [inaudible] futures
contracts.

We al so | ook at the regulation of marketing. Disclosure
is sonmething that occurs routinely with exchange-traded
contracts, but with trade options, there are no disclosure
requi renents at the nonent for trade options. And the
gquestion is whether there should be simlar disclosure
requi renents for trade options as you woul d have for exchange-
traded contracts. This would include sone kind of disclosure
of the risks that you mght entail in entering into one of
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t hese options; it would have disclosures about the prem uns,
how prem uns are determ ned, other costs that are associ ated
with the instrunents, and things |ike that. Also a question
of whet her account information should be routinely reported to
option holders. Again, this was an issue we saw wi th hedged-
to-arrive contracts where producers really didn't know where
their position stood in these contracts. \Wereas, if they'd
had sone kind of nonthly reporting, they may have known
earlier on that their positions were basically under water.
So we'd be | ooking at what types of account information and
how often things |ike that should be reported to option

cust oners.

And finally, there were several other possible
limtations we |ooked at. One is the issue of required cover
of the market risk. This would be for, for instance, the
el evator who has a | arge short position that it sold to
producer s--whet her or not there should be sonme requirenent,
and how that requirenent--or what type of requirenment would be
on themto cover the risk of that position. One of the, in
this regard, the exchanges have suggested that all option
contracts should be covered one-to-one with an exchange
tradi ng contract. O her ways of providing cover would be to
have some sort of net capital requirenments or sonmething |ike
that. Depending on the size of the position, you coul d adjust

what the capital requirenments would be, or it could be sone
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conmbi nati on of the two--of cover or sone combi nati on of net
capi tal requirenments.

The other thing we would | ook at would be internal
control requirenments; what types of internal controls should
el evators or packers or whonmever selling options, what types
of internal control should they have in place to make sure
that they're adequately managi ng the risks of those positions.

And that brings up the issue, too, of how you would nonitor
that. Would they require a CPA to periodically audit thenf
Woul d the Commi ssion go in and audit them periodically, or
woul d they review CPA audits, things like that? So that's
anot her issue we'd |look at as far as how these entities

control their risk.

And | think that's basically all | have, and | guess
we'll open it up to questions now that, hopefully, we can
addr ess.

MR. DIAL: I'mgoing to ask you all--if you want to ask a
guestion or nmake a statenent, |I'mgoing to take this m ke off
of here and nove toward the center. |[|If you would please wal k

up and take the ni ke, because one of the main purposes of
this meeting is so that we can record your questions and your
opi nions, and then we can make a transcript and it'll becone
part of the record. So the floor is now open for your
guestions and/ or your connents.

QUESTION: This is Paul Hitch [ph.]. Some of your
exanples referred to futures contracts; others did not. |Is
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that intentional that these are not always tied to futures
contracts traded on the exchange?

MR. KUSERK: As far as determ ning or setting the price
on the option or exercising the option, typically you need
sone type of price series that you would be able to | ook at.
| woul d guess that for nost contracts, people would | ook at
the futures prices because those are the nost readily
avai l abl e, but certainly, it could be based off of a cash
price.

MR. HI TCH: Yeah, because the first exanple was cattle
sold at 72 cents a pound, it says nothing about whether the
Decenber futures for trading, it just--so |I was confused. |
didn't know whether futures were an integral part of the
option deal or not.

MR. KUSERK: Well, typically the futures prices is going
to determne if the--it's going to give you sone idea of
whet her the option is in the noney or not. Wen you go to set
the strike price, | nean that sinply is determ ned by the two
parties to the contract. So if you want 72 cents a pound, you
know, you wite that into the contract, and sonehow t hen,
you'd have to determ ne a premum-what's the risk to the
short? How much is he potentially going to have to pay you.
| mean, if it's a put option and cattle's only selling for 50
cents a pound, well, then, you're going to pay quite a prem um
to be able to deliver it to himfor 72 cents. But typically,
what ' | | happen is that you'll get to the exercise period, the
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future's price, theoretically, comes down to the cash price,
and you're | ooking at sone type of a cash price--

[ Technical Interruption. End Side A ]

MR. KUSERK: --exercise period, you would | ook at that to
det erm ne how nuch your option's in the noney. Now, in
reality, for you, it's going to depend upon what your cash
price is. Your cash price is probably going to be based off
of the future's price, maybe hi gher, maybe lower. But if it
was a cash settled contract, for instance, though, they'd
probably look to the future's price since you have a nore
liquid price there that they could | ook at--or a price series
that you could | ook at. But, yeah, ultimately, if it's a
physi cal delivery contract, it's really going to cone down to
the price that you're actually going to receive as to whether
or not you exercise that option or go find sonebody else to
sell to.

MR. HI TCH: Thanks.

QUESTION: |I'"m Janmes Herring from Texas. Geg, | know
there is a flourishing marketplace in off-exchange
transactions called the derivative market in the financial and
currency area. Wuld you tell us how this differs--these ag
options would differ? Answer it in ternms of--you stated that
t hose transactions are considered illegal.

MR. KUSERK: \Which ones are--

MR. HERRI NG  Ag options.

MR. KUSERK: Ckay.
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MR. HERRING And so the question boils down to, are we
here to advise you as to whether we, as an industry, think
t hey should be legal? And secondly, if so |egal, then
regul ated by some supervisory, governmental agency?

MR. KUSERK: | think that's exactly what we're | ooking
for.

MR. HERRI NG  Ckay.

MR. KUSERK: And not only regul ated, but what types of
regul ati on do you think are needed in the [inaudi bl e]

MR. HERRING  All right. Tell me how the derivatives
mar ket pl ace in financials and currencies is regul ated
currently?

MR. KUSERK: Well, | guess, for the nost part, if you're
| ooking at the off-exchange nmarkets, you would have--it would
depend, you have several regulators that nm ght be invol ved.
You'd have the Securities Exchange Comm ssion, you'd have
banki ng regul ators, and to sone extent, you'd probably al so
have the Treasury Department that regulates different entities
within those markets as to what they can do. The instrunents
t hensel ves? Typically, | don't believe the instrunments
t hensel ves are regulated, but it's nore so that the entities
i nvol ved fall under sonebody's jurisdiction--like | said, nost
commonly the SEC or the banking industry.

MR. HERRING  Well, | guess what you're saying is there's
really not specific regulation of a particular bank in
formul ati ng these derivative products.
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MR. KUSERK: As far as designing the specific contracts?

MR. HERRI NG  Yeah.

MR. KUSERK: Yeah, for instance, with stocks, no. That's
typically not the case. |It's between the counter-parties.

MR. HERRING Are you at all trying to conpare that
mar ket pl ace with what you're suggesting to exist in the ag
arena, and if so, what's happened in the derivatives
mar ket pl ace that should worry us about allow ng these off-
exchange transactions to take place in the farm ng community--
i vestock?

MR. KUSERK: All right. | don't know that we're | ooking,
necessarily, to the sanme | evel of regulation--and | nean, |
think that what we're trying to get is an idea of what farners
want - - whet her they want a heavily regul ated of f-exchange
mar ket, or whether they want a nore, kind of w de open-type
mar ket. Certainly, we could |ift the ag option ban, and have
very specific regul ations about the types of instruments that
could be traded, or the types of disclosures, things |ike that
that would need to go on. O, to be just left nore up to the
two parties to work it out, and in the case where probl ens
develop, it would be up to the parties to settle those
probl ens, although, like | said, in the case of fraud or
sonething like that, the Comm ssion would still have
jurisdiction in that area, but it may be left nmore to private
litigation to resolve differences in contracts; nore |ike what
you have in the case of the forward contracts when probl ens
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develop. | don't know that we're really proposing anything
ri ght now as to how the regulations will occur; we're | ooking
nmore for input as to what the industry would |like to see.

MR. HERRING Is it the CFTC s position that the hedged-

to-arrive contracts that were nade during |ast spring are

illegal?
MR. KUSERK: | think you really have to | ook at the
specific situations with different contracts. | think that--

t he Comm ssion has brought several actions against the people
t hat offered hedged-to-arrive contracts, and | think there are
three enforcenent cases, at the nonent, that are active. In
ot her cases, the way the hedged-to-arrive contracts were used
really appeared to fit within the forward contract excl usions,
so it really depends. You have to really |ook at those, one
fromthe other. They really differed between the different
cases as to how they were used and what they [inaudi bl e]

MR. HERRI NG  Take an exanple of a case that you're
pressing currently, and tell us what you think was w ong about
it.

MR. KUSERK: Well, | think the biggest problemthat we
saw, particularly with hedged-to-arrive contracts, were cases-
-and we put out this guidance | ast May--basically, |ooking at
contracts where people had multiple crop years hedged, using
nearby futures prices, and involving contracts that had no

firmdelivery obligation in them they could be rolled
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perpetually. Those were the types of contracts that we saw
where we took action against them

MR. HERRING And it was a case of fraud on the witer of
the contract? O m sunderstanding or fraud on the acceptor of
the contract or--

MR. KUSERK: In one of the cases, we did charge fraud.
It wasn't as clear in the other cases that there was actually
fraud going on or--there was just nore of a m sunderstandi ng
as to the specifics--particularly with the rolling provisions
of the contract.

QUESTION:. My nane is Laurie Cohen, and |I've been a
pr of essi onal options trader in Chicago for the past ten years,
and |'d just like to make a few comments on ny reaction to
t hese options, and then ask a questi on.

First of all, as an options trader, there are several

conponents that | feel are essential to have a benefici al

option market. You need to have a liquid market; that is, a
mar ket that you can get in and out of. If | buy a call or a
put from sonebody and hal fway through it, | decide that
possibly I don't need it, |I don't want it anynore, | want to
liquidate it; | want to get out of it. |If you do that, you

need to have the opposite side of it, or other participants in
the market have to be willing to allow you to liquidate it.
Second, it's inportant that you have a nmarket where there
is price transparency. That is to say that everybody knows
what prices are being offered, and at what price you can buy
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or sell an option. The valuation of an option is a very
critical conmponent and can--you need to have people who know
how to value the option. | think that was a big problemwth
t he hedged-to-arrive contracts.

Furthernmore, these prices of the options need to be
di ssem nated; they need to be nade available. Wth off-
exchange options, that's a concern of m ne.

Third, there is counter-party risk, the risk that the
ot her side is not going to pay up or deliver. And with an
exchange--options that are traded on exchange--the clearing
firmtakes the opposite side to it.

Fourth, the regulation is very critical. There, as you
say, W th exchange-traded options, they are both regul at ed- -
t hey have sonme self-regulatory organizations as well as the
Comm ssion. Wth non-standardi zed options, the regul ation
becomes much nore tinme-consunm ng, just as you said, with each
of these hedged-to-arrive contracts, each one of them was
different. Therefore, each one of them has to be studied
i ndi vidual ly.

| think you nmentioned that there would be financing
flexibility. Well, that was what the grain elevators offered,
but then it ended up to be a fiasco when the actual
term nation of the--well, there was no real set expiration
dat e because nmany of them could be rolled indefinitely.

The question that | have and that really concerns ne
about themis, who is going to regulate then? How--what kind
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of a systemis going to be set up to regul ate these nunerous,
non- st andardi zed contracts--each one of themdifferent?

Anot her--from a regul atory perspective--a big problem | see
is, if the person who sells a call has to match his cash

mar ket position with the call that he has sold or the put that
he has sold, constantly you'd have to be nonitoring when he
sold his cash product, and what his position is with respect
to the option. And who's going to pay for this? | see it as
very costly, and | just wonder, you know, what thought has
been given to that, and what nechani snms possibly exist to
finance the regul ation.

MR. KUSERK: As far as the first points you raised, |
think you're right. Transparency is an issue, although
dependi ng on the types of contracts that are issued, it may be
not rmuch different than what you'd have with forward
contracts, in which case, the exchange really w nds up
providing the transparency for the prices. To the extent that
trade options being offered match nore or |less the terns that
are being offered on the exchanges, except for their privately
negoti ated contracts.

Liquidity is certainly an issue. As you nentioned, you
have to go back to the original counter-party to try to get
out of your position. | forget your other two points, but--I
think you're right on--

As far as who would oversee it, that is a difficult
i ssue; that is sonething that we would have to |ook at, as |
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said. Whether or not there would be sonme type of periodic
audit or something that the sellers of the options or vendors
woul d have to go through to nake sure that they had sone type
of risk managenent or internal control set-up to nonitor their
positions, things |like that. And, it's possible that the
Comm ssi on woul d periodically check different vendors, or |ook
at audits that were done. Certainly, you wouldn't have the

| evel of scrutiny that you would have in the exchange markets,
because as you nentioned, they do have self-regul atory

organi zation involved there; you have the associ ations--the
NFA i nvol ved. One possibility that has been raised i s whether
or not the NFA m ght get involved sonehow in trade options.
That's sonething that we haven't explored in great depth yet,
but that's sonething that we're also considering, too, as to
whet her sone type of organization or association could be set
up to oversee the nmarkets.

As | said, this is--we're trying to collect input on this
and determ ne what | evels people need, and certainly, these
are issues we have to | ook at--the expense of trying to
regul ate such a nmarket.

MR. HI TCH: Does it need to be regulated? 1| nean, |
guess all the--to advance the theoretical argunent that, if
Hitch Enterprises wanted to go to a packer and contract to
deliver cattle for 72 cents today, that's unregul ated, and
it's conpletely legal, or at |east--mybe it's regul ated by
t he Packers and Stockyards Adm nistration, but as a forward
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contract, it's not particularly regulated. Wat we are not
doing is getting an option to deliver on the 72 cents.

MR. KUSERK: That's right. | mean, you do have people
entering into forward contracts all the tinme with no real
regulatory structure in place there, and the question is
whet her or not you would do options in the same place or the
sane way, in which case, you wind up in private litigation
when problens arise. | nmean, there m ght be sone state
i nvol venent or sonething that | ooks at contracting or
what ever--you' d | ook at state contracting laws and things |ike
that, but that's right; that's the other side of it--whether
you do need that |evel of regulation.

QUESTION: | sort of came in a little |ate--mybe the
guestion's already been asked, but ny question is--

MR. DIAL: Could you identify yourself?

MR. HANNAH. Kirk Hannah, Col orado. Historically, do
options have a positive or negative bias on the compdity?
Can you comment on that?

MR. KUSERK: | don't know that we know that they either--
well, | guess, the trade options thenselves--trade options in
agricultural commodities, have not been around for 60 years--
t hey were banned, | think, in 1936, initially. So, | nean,
the only exanple you have then would be to | ook at exchange
options, and | guess ny personal view would be that they

probably don't bias the prices either way. That would be ny
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personal view, though. But | don't know of any studies that
show that they bias it in one way or the other.

QUESTION: |I'"m Don McCaslan [ph.] from Clovis, New
Mexi co. Conm ssioner Dial, ny thoughts on it would be--it
woul d be al nost inpossible to regulate it. You'd have to have
a hundredfold budget than what you have now to do that. |
give a lot of seminars in the country, and the | ack of
under st andi ng on these options is very critical, and | find
t he banks the | east understanding of all. | don't believe
that it's a viable option to do this. | think you' d nake a
heyday for attorneys, and | just think, you know, the |evel of
know edge out there is |ow. Even though the Merc has gone to
a |lot of trouble to educate people on it, the |evel of
know edge it is still lowon it. I think you' re |looking for a
| ot of trouble if you did that.

However, as we | ook at some of the bigger elevators or
t he packers and the nore sophisticated operators--sone of
t hese could probably handle it. But you've already had the
experience with the hedged-to-arrive, and you know what
happened there, and I--but I'"'ma little bit torn in saying al
of this because | see that the live cattle contract, for
i nstance, the one that I'mnore involved in than anything, it
seens that it's nmeeting the needs of the producer in a |lesser
fashion now than it has in the past. | feel that the Merc is
alittle bit |ess responsive to the producer and not really
addr essi ng sone of the needs that we're trying to express to
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them such as convergence, you know. W have to ask ourselves
ri ght now, are these contracts for the speculators in Chicago,
or are there for the producers? And | know it takes both to
make a trade. And | think we have to | ook and see just what
the contracts are really for, and are they really neeting the
needs of the producer? W' ve got early expiration of the
options right now around the 5th of the nonth, and that's an

i nprovenent over what it used to be, but we're sitting here
three and four weeks--three weeks--out with no protection at
all. We pay the prem um but don't get the protection at the
end. And so, if | was dealing straight with the packer, nmaybe
it would be a little different. 1In other words, | guess what
" msaying is no conpetition to the Merc, and maybe that's
fine--mybe we don't need any--but, | feel |ike they have to
be a little nore responsive to the producer at this point in
time. That'd be ny thoughts. Thank you.

MR. DI AL: Any ot her questions or coments?

MR. HERRI NG  Conm ssioner Dial, |I'mJanmes Herring from
Amarillo, and | was speaking earlier as a cattle feeder, and
now I "d like to speak just for a second as the president of
Texas Cattl e Feeders.

We are, | guess, a group of very independent-m nded
peopl e down there in the Texas panhandl e, and certainly, |
guess you could call us |aissez-faire, if you could call
anybody that. But | do think we have great reservation in
these contracts, as |I've stated before. The conparison with
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the derivative market and what's happened there causes a | ot
of concern. If professionals and CFOs of Proctor and Ganbl e
are having trouble with these things, we think the general
cattle feeder and agricultural person out in the field would
certainly have problenms as well.

Ms. Cohen's comrents about liquidity, tradeability,
st andardi zation--all of those things--give us cause [sic]. W
met in a summer neeting in Colorado Springs and did decide
that, although we were not particularly for creation of this
vehicle, we would not oppose it at this tine, but certainly--
certainly--we would encourage sonme form of regul ation. Now
Don makes a good point here, because regulation costs nobney
and takes people and takes budgets and takes conm tnment, and
we wonder if that's even renotely feasible in today's
mar ket pl ace.

So | hope that you will consider these coments. | hope
that we can go forward in discovery, and we'd | ove to hear
nor e about pros and cons here. But it gives us great pause, |
t hi nk.

MR. DIAL: In that regard, the transcripts of the public
meeting in Bloom ngton, Illinois and the other one in Menphis
are available. As a matter of fact--have we put those on the
internet, on our hone page--if they're not on there now, they
shoul d be on there shortly, or you can call my office or cal
t he Comm ssion, and we'll be happy to send you a copy because
they are a matter of the public record, and you can see what
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the comentors [sic] at those open neetings had to say about
their views on prohibition of agricultural trade options. And
there were both sides--pros and cons.

MR. HERRI NG  Janes Herring again. | do want to take
this time to thank you and Greg for comng all this way to
visit with a relatively snmall crowd here representing the
cattle industry. Thank you so nmuch for doing that.

MR. DIAL: It's our pleasure.

Sir, you have a question? Wuld you please cone forward
and take the m ke?

QUESTI ON:  Yeah, thank you, Conm ssioner. M nanme is Jim
Hof fman from Fort Pierre, South Dakota. What ny feelings are
is that with the ag on the worl d-conpeting market with each
other, | think that we ought to have our commodities run just
i ke our New York Stock Exchange. |If you're going to buy--if
we've got a billion cattle out there, you sell that many
shares, instead of four or five tinmes that ampunt. And you
pay the full price of that share, whether it's $10.00 a share
or 40 cents. So you've got the full investnment in that and
not a fraction of it so you can play the game from both sides,
t hereby the speculators that are watching you as a big player,
and they'll follow your |eaders. And | think, fromthe point
of view of a producer, this is where nost of our trouble is
beginning. Like it was stated earlier, who is this trying to
benefit--the producer or the trader or the speculator or the
end producer? So, in all sincerity, | think to make
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agriculture conpetitive to feed the world in being the United
States with the high standard of living, we need to have
security in here so we're not just being | ow bi dder and not
tal ki ng apples to apples. W night have good quality stuff
here and our other conpetitor may have poorer quality, but

we' ve got to conpete with that mass of appl es--regardl ess what
the grade of it is.

So | think this deal here would be a great injustice to
our present system But on this sanme token, | think our
present system needs a | ot of revanping. Thank you.

MR. DI AL: Anyone el se? Yes, sir.

QUESTION: My nane is Merle Carlin. [|'malso from South
Dakota. | guess ny greatest concern, as I'mlistening here
today, is to deal with the transparency issue, and the
reporting of trades. We're sitting here in the cattle
i ndustry already westling with the problem of captive
supplies, and here we have anot her potential of a |arge anpunt
of captive supplies that nmay cone into the market,
particularly with the call options, and at least if they're
reported, you would know that--[inaudible]--you wouldn't be
bl i ndsi ded by them And that's my greatest concern is what
effect sonmething |like that may have on our cash market.

Thank you.

MR. DI AL: Anyone el se?

Well, thank you all very nuch for being here and giving
us the opportunity to present this information and al so for
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expressing your views. As | said, the comment period closed
on July 24, but nonetheless, if you have sonme thoughts after

you go hone about this, don't hesitate to drop us a note.

To refresh your menory on the coments that | nade in ny
presentation, what will happen now is that the Division of
Econonmic Analysis that Geg is a part of will take all of the

comments that we've received in the three public nmeetings that
have been held and all of the comment |etters that we get in;
they' Il go through those, and they will develop a paper on
that input. They will submt it in draft formto the

Comm ssi oners--the Conm ssion as a whole. Then the

Comm ssioners will decide whether or not they want to nove
forward with a proposed rul emaking and if so, what will be in
t hat proposed rul emaki ng.

I f the Conm ssion makes the decision to take that step,

then it will be published in the Federal Register, and there
will be a coment period for people to comment on the proposed
rul emaki ng. After that comrent period is over, they'll go

t hrough the sane exercise--the Division of Econom c Anal ysis
will review all of those comments; will submt a draft paper
to the Comm ssion; the Conm ssion will decide whether or not,
at that point in tinme, it is going to lift the ban, it is not
going to lift the ban, or it's going to lift the ban with
certain restrictions. |In either event, an announcement w ||
be made in the Federal Register. So there's anple time for
comment. We earnestly want your points of view and your
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participation in this because the Comm ssion does not want to
do anyt hing that woul d be di sadvant ageous to Anerican
agricul ture.

So once again, thank you for comng. Geg and | will be
here for a while longer. If any of you want to cone up and
visit, we'd be delighted to do so.

Thank you.
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